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Executive Summary

Purpose

Background

Since the reform process began in Central and Eastern Europe in 1989,
Poland has undertaken some of the most dramatic economic reforms in
the region. Although the United States now has assistance programs in a
number of Central and East European countries, Poland has received the
largest share of that assistance. GAO’s objectives in examining U.S. and
other donor assistance in Poland were to (1) assess the status and
progress of the country’s economic restructuring in the key areas of
macroeconomic stabilization, foreign trade and investment, privatization,
and banking; (2) describe impediments to these restructuring efforts;

(3) discuss the role donors have played in the transformation process; and
(4) identify lessons learned that could be useful to other transition
countries.

Between 1990 and 1994, the G-24! and international financial institutions?
committed about $36 billion in assistance to Poland. As of

September 1994, the United States had obligated $719 million in grant
assistance to Poland. In addition, the United States has provided about
$700 million in Overseas Private Investment Corporation financing and
insurance for U.S. businesses to facilitate their investment in Poland,
$355 million in Eximbank loan guarantees and investment credits, and
about $2.4 billion in official debt forgiveness.

A large part of the U.S. technical assistance has been provided under the
Support for East European Democracy (SEED) Act of 1989 (P.L. 101-179),
which authorized funding for Poland and other Central and East European
countries for fiscal years 1990 through 1992. The SEED program was
designed to assist Poland’s transformation to a democracy and a
market-oriented economy. Since fiscal year 1993, the assistance has been
funded under both the SEED Act and the Foreign Assistance Act of 1961, as
amended (P.L. 87-195). The U.S. Agency for International Development’s
assistance to Poland has primarily targeted private sector development,
with less assistance being directed at quality of life and democratic
institutions work.

IThe G-24 is composed of Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany,
Greece, Iceland, Ireland, Italy, Japan, Luxembourg, the Netherlands, New Zealand, Norway, Portugal,
Spain, Sweden, Switzerland, Turkey, the United Kingdom, and the United States.

’International financial institutions include the International Monetary Fund and multilateral
development banks such as the World Bank.
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Results in Brief

Executive Summary

Poland has made substantial progress in stabilizing and restructuring its
economy. For example, economic growth has resumed, and the country
now has one of the fastest growing economies in Europe. However,
Poland is still struggling to overcome relatively high rates of inflation and
unemployment. The International Monetary Fund and other major donors
played an important role in the early stages of the reform process by
requiring Poland to adopt tough macroeconomic reforms in return for
receiving substantial donor assistance. However, Poland’s own efforts to
implement tough reform measures and apply consistent macroeconomic
policy over several years have been the critical factors in the country’s
economic recovery.

Poland has achieved significant increases in its exports to the West and a
number of foreign companies have recently made significant investments
in Poland. However, trade barriers hamper Poland’s exports of certain
products to the European Union, and a number of internal obstacles
continue to impede foreign investment. Donor assistance has had only a
marginal impact in facilitating trade and investment. Some of the most
essential improvements in these areas require Polish government or donor
actions beyond the confines of assistance programs, such as removing
Poland’s bureaucratic and tax obstacles to foreign investment and making
markets more accessible to Polish exports.

Poland’s progress toward privatizing its economy has been mixed. The
country’s economic reforms have resulted in a rapidly growing private
sector, but significant portions of the Polish economy remain in the hands
of the government. The United States and other donors are actively
supporting Poland’s efforts to restructure enterprises and implement its
Mass Privatization Program; however, persistent delays threaten
continued donor support.

Poland has fundamentally reformed its banking sector, but several major
problems remain, including delays in bank privatizations, unclear policies
regarding the licensing of foreign banks, and inadequate banking expertise
and bank supervision skills. Donors provided key financial support for
recapitalizing Poland’s state-owned banks and restructuring their problem
loan portfolios. Some early problems with donor technical assistance were
encountered but have been resolved, and donors are now addressing some
of the sector’s most important remaining needs, such as the need for
improved banker training and enhanced bank supervision.
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Executive Summary

Principal Findings

While the situations of other transition countries vary greatly, Poland’s
transition experience offers a number of lessons that merit consideration
by countries such as Russia, Ukraine, and others not as far along the
reform path as Poland. These lessons suggest that while donor assistance
can be important in supporting economic restructuring efforts in certain
key areas, the ultimate success or failure of such efforts is far more
dependent upon the actions of the transition country than it is upon those
of outside participants.

Early Stabilization Efforts
Have Been Successful

In late 1989, Poland began a major stabilization program that became the
foundation for Poland’s current economic recovery and continuing
restructuring. These stabilization efforts included tightening fiscal and
monetary policy, liberalizing prices, devaluing the currency, and
controlling the growth of debt. Western donors provided substantial
financial support for Polish stabilization, including a $1 billion Polish
Stabilization Fund, debt restructuring and forgiveness as part of the Paris
Club?® agreement, and International Monetary Fund standby arrangements.

Poland’s stabilization measures resulted in substantial declines in output
during the early years of transition. However, after maintaining consistent
macroeconomic policy over several years, Poland now has one of the
fastest growing economies in Europe. The country’s official gross
domestic product grew by an estimated 5 percent in 1994 and is projected
to grow by another 6 percent in 1995. However, Poland still has inflation
and unemployment problems. The estimated rates for 1994 were

31 percent and 15.9 percent, respectively.

Overcoming Trade and
Investment Obstacles Is an
Essential Task for Poland

Since the reform process began, Poland’s trade with the West, and the
European Union in particular, has grown significantly. For example, in
1988, about 30 percent of Poland’s exports and 27 percent of its imports
consisted of trade with the European Union. By 1994, these figures had
grown to 53 percent and 54 percent, respectively. However, Poland

3The Paris Club is the mechanism the United States and other official creditors use to reschedule debt
from foreign countries that are unable to meet their external debt obligations. Paris Club meetings are
organized by the French Finance Ministry. Traditional participants of the Paris Club are the industrial
country members of the Organization for Economic Cooperation and Development. Membership
varies and depends on which countries were official lenders to a specific debtor country. The
Department of State represents the U.S. government in Paris Club negotiations.
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Executive Summary

continues to run a large trade deficit, and while a preferential trade
agreement exists between the European Union and Poland, European
Union protective measures limit Poland’s access to that market for certain
products, such as some steel and agricultural products.

Poland has made progress in removing some obstacles to foreign direct
investment, and the country’s 1991 Foreign Investment Law is generally
regarded as a satisfactory legal foundation for foreign investment.
According to the Polish Agency for Foreign Investment, the value of
foreign direct investment in Poland exceeded $5 billion and another

$5.1 billion had been committed as of March 1995. Nevertheless, a number
of bureaucratic, tax, and other obstacles continue to impede such
investment.

Donor assistance has had only marginal impact in facilitating foreign trade
and investment. For example, donors rejected Polish requests for capital
to fund an export credit insurance agency and instead responded with
little more than numerous consultant studies. In another case, the
U.S.-funded American Business Center in Warsaw lost money and was
closed when comparable services quickly became available through the
private sector. Some of the most persistent impediments to foreign
investment, such as bureaucratic and tax uncertainties, demand the
attention of the Polish government rather than donors. On the other hand,
further reducing European Union trade barriers could help Poland
increase its exports, diminish its trade deficit with the European Union,
and earn additional foreign exchange for further restructuring.

Poland’s Progress Toward
Privatization Has Been
Mixed

Poland’s economic reforms have resulted in a growing private sector.
Many new businesses have emerged and a large number of existing small-
and medium-sized retail businesses have been privatized. Poland’s private
sector is now the primary source of the country’s economic growth and a
substantial base of Polish employment. However, the pace of privatization
for larger state-owned enterprises has been slower than expected, and
significant portions of Polish productive capacity and employment remain
in the hands of the government. Privatization has been delayed because of
indecision brought about by changes in the government, the reluctance of
employees and managers at large state-owned enterprises to privatize, and
the poor financial position of many of these enterprises. Many donors have
questioned whether the Polish government is fully committed to the
privatization process.
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Executive Summary

Donors have demonstrated active support for Poland’s Mass Privatization
Program and continue to commit capital and technical assistance for the
program, despite waning public and governmental support. However,
donors are concerned about continued delays in implementing the
program. If the Polish government fails to follow through on its promise to
move forward on the program in 1995, donor support may erode.

Reforms in Poland’s
Banking Sector

Legislation enacted in 1989 transformed Poland’s old central bank, which
had served as the state conduit of credit to enterprises in the command
economy, into an independent central bank with responsibilities for
macroeconomic policies and supervision of banks. The regional branches
of the old central bank were transformed into individual commercial
banks, some of which remain state-owned and some of which have been
privatized. The government has recapitalized state-owned banks and has
made considerable progress in restructuring their problem-loan portfolios.
Nevertheless, according to the European Bank for Reconstruction and
Development, the International Monetary Fund, and others, bank
privatization has been limited; many private and cooperative banks are
undercapitalized and badly managed; the country’s licensing policies
regarding foreign banks lack transparency; and Poland’s small rural banks
are in poor financial condition. According to the U.S. Agency for
International Development and others, Poland’s bank supervision capacity
needs further strengthening, and bankers need additional training.
Organization for Economic Cooperation and Development officials and
other observers have reported that small- and medium-sized enterprises in
Poland continue to lack sufficient bank credit to develop and expand
operations.

Donors have recognized the lack of available credit for small- and
medium-sized enterprises and have undertaken various activities to help
fill the gap. The U.S.-sponsored Polish-American Enterprise Fund has met
with greater success than other donor programs in this area, at least in
part because the fund trained its own personnel rather than relying on the
existing banking skills in Poland.

Multilateral and bilateral donors have provided strong support for Polish
efforts to recapitalize and restructure the loan portfolios of state-owned
banks. A key feature of the program entails issuing special government
bonds to recapitalize the banks and establishing a fund to service and
redeem the bonds after the banks are privatized. This fund was established
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Executive Summary

using resources that were no longer needed for the Polish Stabilization
Fund.

According to Polish officials, early technical assistance in the banking
sector resulted in many consultants coming to Warsaw for 1- or 2-week
stays, interviewing officials, and producing reports that merely repeated
what they had been told. However, more recently, donors have better
targeted technical assistance to address Poland’s need for enhanced bank
supervision capabilities and improved credit analysis skills by providing
technical assistance and training to entities such as the Ministry of
Finance, the National Bank of Poland, commercial banks, and the Warsaw
School of Banking.

Lessons Learned

Despite tremendous differences among countries in Central and Eastern
Europe and the former Soviet Union with respect to their economies, their
political situations, and a host of other variables, there are a number of
lessons learned from Poland’s restructuring efforts that, at a minimum,
merit consideration by other transition countries and those involved in
assisting them. Taken together, the lessons summarized below suggest
that while assistance can be important in certain key areas, a transition
country’s reform progress depends more upon its own actions than it does
upon those of external donors.

Poland’s own efforts in coupling tough reform measures with consistent
macroeconomic policy over several years have been critical to the
country’s current economic recovery.

Some of the most important forms of donor assistance provided in support
of Poland’s transition were those that backed Poland’s early
macroeconomic stabilization and liberalization measures.

Some of the most important factors for improvement in Poland’s foreign
trade and investment situation require Polish or donor actions outside the
confines of assistance.

Poland’s early liberalization of foreign trade played an important role in
helping state-owned enterprises adapt to market conditions.

In the area of privatization, the Polish experience indicates that
encouraging the early development of a dynamic private sector is at least
as important as the timing for undertaking large-scale privatization.

When imposing hard budget constraints and other market reforms that
include curtailed government-to-industry subsidies for state-owned
industry, transition country officials should be vigilant of state-owned
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Executive Summary

Recommendations

Agency Comments

firms circumventing the constraints and continuing to operate at a loss
because of existing relationships with state-owned banks.

While the role of donors is necessarily limited in some areas of the
transition process, donors were able to play a useful role in supporting
Poland’s reform efforts in its banking sector.

This report contains no recommendations.

In commenting on a draft of this report, the U.S. Agency for International
Development said that it agreed with Ga0’s conclusions and that the report
was a fair and balanced assessment of how donor assistance had
contributed to Poland’s economic reform process. The Department of the
Treasury also agreed with the report’s conclusions and offered helpful
technical comments that have been incorporated into the report where
appropriate. Although the Department of State did not provide written
comments, State officials said that they agreed with the report’s
conclusions and that the report accurately depicted Poland’s economic
restructuring progress, as well as the role that donors have played in the
transition process. The Treasury Department’s and the U.S. Agency for
International Development’s comments are reprinted in appendixes III and
IV, respectively.
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Chapter 1

Introduction

International
Assistance and Donor
Coordination

Since the collapse of communism in Central and Eastern Europe, Poland
has undertaken some of the most dramatic economic reforms in the
region. Donors have actively encouraged Poland in its efforts to make the
transition from a communist-led, centrally planned economy to a
free-market economy and a democratic political system. The United States
has supported Poland’s transition both financially and diplomatically.

The major industrial countries and the international financial institutions
had committed about $36 billion in assistance to Poland from 1990 through
December 1994. These commitments consisted of emergency,
humanitarian, infrastructure, and economic transformation assistance;
debt forgiveness; private sector investment;! export credits; and
investment guaranties. The Group of 24 (G-24)? countries committed
approximately $26.8 billion in bilateral assistance to Poland and the
International Monetary Fund (imr), the World Bank, and the European
Bank for Reconstruction and Development (EBRD) committed about

$8.9 billion.? (See tables 1.1 and 1.2.)

'The European Bank for Reconstruction and Development and the International Finance Corporation,
a component of the World Bank, can take an equity position in private sector companies.

>The G-24 is composed of Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany,
Greece, Iceland, Ireland, Italy, Japan, Luxembourg, the Netherlands, New Zealand, Norway, Portugal,
Spain, Sweden, Switzerland, Turkey, the United Kingdom, and the United States. G-24 assistance
commitments include the commitments of European Union institutions in addition to those of its
individual member states.

3Although the Organization for Economic Cooperation and Development tracks official aid
disbursements (as opposed to commitments) to Poland and other countries, the latest data available
are for 1993. Officials from the organization told us that they have encountered difficulties in obtaining
prompt and accurate information from donor countries.
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Table 1.1: G-24 Donor Commitments to
Poland, January 1990-December 1994

|
Dollars in billions?

Donor Commitment ° Percentage

European Commission $1.6 6
European Investment Bank 1.2 4
France 4.2 16
Germany 55 21

Italy 0.8 3
United Kingdom 0.9 3
Other European Union countries 1.2 5
Canada 1.5 6
Japan 1.7 6
Sweden 0.8 3
Switzerland 0.8 3
United States 55 21

Others 1.1 4
Total $26.8 100°¢

aCommitments were converted from European Currency Units at a rate of $1.30 per unit.

bCommitments take a variety of forms and may include grants, credits, loans, debt forgiveness,
and investment guarantees.

°Figures do not add due to rounding.

Source: European Commission.

Table 1.2: International Institution
Commitments to Poland,
January 1990-December 1994

Dollars in billions®

Donor Commitment Percentage

International Monetary Fund $4.3 48
World Bank 3.9 43
EBRD 0.8 9
Total® $8.9¢ 100

aCommitments were converted from European Currency Units at a rate of $1.30 per unit.

A separate figure for the Organization for Economic Cooperation and Development support was
not available.

°Figures do not add due to rounding.

Source: European Commission.
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U.S. Assistance
Program to Poland
Has Evolved

The G-24 countries designated the European Commission, the executive
arm of the European Union (EU),* as the coordinator of these assistance
activities. However, the European Commission acts primarily as a
clearinghouse for information on G-24 bilateral assistance to the region
rather than as a coordinator. One of the Commission’s functions is
generating the G-24 Scoreboard of Assistance Commitments to the Central
and Eastern European Countries,’ a listing of donor assistance pledged to
the region by G-24 countries.

According to an EU official, the main function of the Commission’s
delegation in Poland has been to arrange donor meetings. Donor
coordination is generally handled by the Polish government’s Council of
Ministers’ Foreign Aid Office. However, donors often bypass this office
and deal directly with the relevant ministries, or rely on organizations
outside the government of Poland to implement their programs. For
example, most U.S. assistance programs have been implemented either
directly with the private sector recipients or through contractors and
nongovernmental organizations with little direct involvement on the part
of the government of Poland.

The Support for Eastern European Democracy (SEED) Act of 1989

(P.L. 101-179) authorized funding for Poland and other countries in Central
and Eastern Europe for fiscal years 1990 through 1992. Since 1993,
obligations for programs in the region have been funded under both the
SEED Act and the Foreign Assistance Act of 1961, as amended (P.L. 87-195).
The United States had obligated about $719 million in assistance as of
September 1994 to help Poland’s transformation to a democracy and a
market-oriented economy; the United States has also provided about

$700 million in Overseas Private Investment Corporation financing and
insurance for U.S. businesses to facilitate their investment in Poland,

$355 million in Eximbank loan guarantees and investment credits, and
about $2.4 billion in official debt forgiveness.

Poland was one of the first countries of Central and Eastern Europe to
receive U.S. assistance because it took the lead in the transformation from
communism to democracy and a market-oriented economy. Poland has

“The EU data in this report refers to Belgium, Denmark, France, Germany, Greece, Ireland, Italy,
Luxembourg, the Netherlands, Portugal, Spain, and the United Kingdom. Effective January 1, 1995,
Austria, Finland, and Sweden became members of the EU.

5The term “Central and Eastern Europe” refers here to Albania, Bulgaria, Czech Republic, Estonia,

Hungary, Latvia, Lithuania, Poland, Romania, Slovak Republic, Slovenia, and the former Yugoslavia
Republic of Macedonia.
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received the largest share of U.S. assistance in the region. This assistance
was initially expected to be necessary only for a transition period of about
5 years starting in 1990; however, the U.S. Agency for International
Development (USAID) representative in Warsaw now believes that Poland
will probably need assistance for at least the next 5 years or until the
country is closer to economic integration with the EU.

Pursuant to the SEED Act, the Deputy Secretary of State was designated as
the Coordinator of U.S. Assistance to Central and Eastern Europe in 1990.
The Coordinator was assisted by special advisors from the Department of
the Treasury, the Council of Economic Advisors, and USAID. In 1993, the
Coordinator’s office was placed within State’s Bureau for European
Affairs.

The U.S. assistance program in Central and Eastern Europe was initially
designed with a regional rather than country-specific approach and was
centrally managed in Washington, D.C., with limited authority delegated to
U.S. personnel in-country. However, this approach changed in 1993 as
UsAID devolved many of the management responsibilities to the field at the
direction of Congress. The usaib/Poland representative said that he now
has an understanding with usaiD/Washington that no projects will be
initiated in Washington without the field office’s concurrence. The USAID
representative also said that he has requested control over all contracts
and work orders, indicating that this oversight and control was necessary
to coordinate and develop strategic plans for future work in Poland.

As shown in figure 1.1, the majority of U.S. assistance to Poland has been
devoted to economic restructuring and assisting in Poland’s
transformation to a market-based economy. The remainder of the funds
have been obligated to support democratic initiatives and quality of life
issues. Democratic initiatives projects included training for parliamentary
and local government officials and grants to support the small and
independent press media. Quality of life projects included technical
assistance for the Polish public and private housing sector, a model
unemployment benefit payment office, and technical assistance to help
improve public sector environmental services.
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Figure 1.1: U.S. Assistance to Poland, |
Fiscal Years 1990-94 (dollars in millions) 10.8%
Quality of life—$78
2.7%

Democratic initiatives—$20

Economic restructuring—$619

Note: Percentage calculations do not include assistance amounts categorized as
“miscellaneous,” which comprise only a quarter of 1 percent ($1.8 million) of total assistance.

The Polish Stabilization Fund and the Polish-American Enterprise Fund
account for the majority of funds obligated under the Economic
Restructuring Program for Poland. (See fig. 1.2.)
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Figure 1.2: Funds Obligated for
Poland’s Economic Restructuring,
Fiscal Years 1990-94 (dollars in millions)

. ________________________________________________________________________|]
5.6%

Privatization and enterprise
restructuring—$35

Other—$136

Stabilization Fund—$199

Polish American Enterprise
Fund—$250

Under the SEED Act, the United States provided a $199-million contribution
to the multi-donor $1 billion Polish Stabilization Fund. The fund was
established to (1) support a relatively fixed exchange rate for the zloty
(Poland’s currency) after a sharp devaluation and (2) help ensure that the
zloty would be convertible for current account transactions; that is, to
allow residents to freely purchase currency through authorized foreign
exchange banks. These objectives have been accomplished, and the
United States has authorized Poland to use the $199 million held in
reserves to recapitalize and privatize the Polish state-owned banks.

The sEED Act also authorized the Polish-American Enterprise Fund as a
private corporation with maximum flexibility in implementing the fund’s
investment policies. As of September 1994, about $250 million had been
obligated and the fund had disbursed about $227 million. The fund
primarily makes loans to, or invests in, small- and medium-sized
businesses in which other financial institutions are reluctant to invest.
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Objectives, Scope,
and Methodology

Chapter 1
Introduction

The objectives of this review were to (1) assess the status and progress of
Poland’s economic restructuring in the key areas of macroeconomic
stabilization, foreign trade and investment, privatization, and banking,

(2) describe impediments to these restructuring efforts, (3) discuss the
role donors have played in the transformation process, and (4) identify
lessons learned that could be useful to other transition countries.

To address these issues, we interviewed officials of the Departments of
State and the Treasury and UsaID in Washington, the Economic
Commission for Europe (ECE) in Geneva, the EU in Brussels, the
Organization for Economic Cooperation and Development (OECD) in Paris,
and the EBRD in London. We also met with officials at the British Know
How Fund as well as Central and Eastern European experts at the London
School of Economics and other organizations. In Warsaw, we met with
U.S. embassy officials, USAID representatives, U.N. officials, iMmr and World
Bank officials, EU officials, and officials of the British and Japanese
embassies. We also met with officials from the Polish government,
representatives of the Polish-American Enterprise Fund, representatives of
private sector promotional organizations, and managers from U.S. and
German companies doing business in Poland.

We reviewed pertinent U.S., host, and donor-government documents, as
well as reports and studies by international organizations, academia, and
private sector groups. We also used information from PlanEcon, Inc., an
economic consulting group specializing in Central and Eastern Europe and
the former Soviet Union, and information from the Warsaw Economic
Research Institute, a policy institute at the Warsaw School of Economics.

To describe factors hindering Polish exports, we relied heavily on the
reports and studies of international organizations as well as the opinions
of Polish and international organization officials.

The data presented in the tables and figures of this report were obtained
from a number of different sources. These data should be interpreted and
used with caution since the quality of the data could not be verified in
some cases.

We performed our review from January 1994 through May 1995 in
accordance with generally accepted government auditing standards.
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Chapter 2

Early Stabilization Efforts Successful

Early Polish
Stabilization Measures
Created Basis for
Market Economy

The foundation for Poland’s current economic recovery and continued
restructuring was the major stabilization and macroeconomic reform
efforts, referred to by some as “shock therapy” or “the big bang approach,”
which began in late 1989 and early 1990. The Polish government took a
wide range of actions to encourage stabilization, including tightening fiscal
and monetary policy, liberalizing prices, devaluing the currency, and
controlling the growth of debt. Western donors provided important
support for such reforms and the United States played a key role in
initiating these forms of assistance. Poland’s economy is now experiencing
healthy growth.

In October 1989, the Polish government began implementing
macroeconomic stabilization and liberalization measures, and accelerated
the reform movement in January 1990. Subsidies to industry and
households, for example, food subsidies, were sharply cut. Public
investment spending was substantially reduced. Money growth was tightly
controlled; the zloty was sharply devalued and made convertible.! Wage
growth was controlled with an excess wage tax designed to limit the rate
of increase in the wage bills of state enterprises. Prices were liberalized,
bringing about a one-time jump in the price level corresponding to the
reduction in the real value of the zloty. Additional liberalization measures
included the establishment of a free-trade regime and liberalization of
legal requirements for setting up private enterprises.?

Together, these efforts gave Poland the basic operating features of a
market economy and were widely considered to be essential first steps
toward overall economic restructuring.? The stabilization measures
decreased inflationary pressures, lowered government expenditures, and
improved the balance of payments. However, these measures also
contributed to declines in economic output and corresponding growth in

1A currency is considered convertible when it may be freely exchanged for another currency.

’David Lipton and Jeffrey Sachs, “Creating a Market Economy in Eastern Europe: The Case of
Poland,”Brookings Papers on Economic Activity 1 (Washington, D.C.: the Brookings Institution, 1990),
p. 112; Jeffrey Sachs, Poland’s Jump to the Market Economy (Cambridge: Massachusetts Institute of
Technology Press, 1994), pp. 48, 49; Andrew Berg and Olivier Jean Blanchard, “Stabilization and
Transition: Poland, 1990-91,"The Transition in Eastern Europe, Country Studies, Vol. 1 (Chicago: the
University of Chicago Press, 1994), pp. 52, 53; and Mark E. Schaffer, The Economy of Poland,
Discussion Paper 67; and Centre for Economic Performance (London: London School of Economics,
Mar. 1992), p. 21.

3Schaffer, p. 21; and Alan H. Gelb and Cheryl W. Gray, The Transformation of Economies in Central
and Eastern Europe: Issues, Progress, and Prospects, Policy and Research Series, Vol. 17 (Washington,
D.C.: the World Bank, June 1991), p. 7.
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Donors Provided
Important Support for
Polish Measures

unemployment.? The liberalization measures freed most of the domestic
price system, allowed for corrections in the relative prices of goods still
under state control, removed the state from large-scale detailed direction
of the economy, and provided an environment conducive to the growth of
a new private sector.’

Some benefits resulted from important linkages between specific
measures. For example, Poland’s liberalization of trade subjected the state
sector to foreign competition. Such competition provided international
relative prices that the previous monopolistic Polish firms would not have
offered, thus enabling the government to liberalize prices.5

Western support for early Polish stabilization measures is cited by Polish
and donor officials as among the most significant assistance provided to
Poland. For example, the Director of Poland’s Bureau for Foreign
Assistance asserted that some of the most important assistance efforts to
date involved donor support for early Polish macroeconomic stabilization
actions in the form of the stabilization fund, balance of payments support,
and debt restructuring and forgiveness. The IMF’s senior resident
representative in Poland said that these forms of assistance were timely
and critical to Polish macroeconomic stabilization efforts.

The United States took the initiative in 1989 to mobilize $1 billion from the
international community for a Polish Stabilization Fund to (1) support a
relatively fixed exchange rate for the zloty after sharp devaluation and

(2) help ensure that the zloty was convertible for current account
transactions by creating additional foreign exchange reserves. Poland’s
foreign exchange reserves were further bolstered by a $700 million
standby arrangement’ with the mMr. This balance of payments support
helped allow Polish authorities to introduce in January 1990 a convertible
and stable exchange rate, and the additional backing for the zloty made
defense of the currency more credible.’

“Berg and Blanchard, pp. 52, 53; and Sachs, p. 56.

5Schaffer, p. 21.

5Sachs, pp. 49, 50, 65; and Schaffer, p. 23.

"IMF standby arrangements provide credit in a number of installments and are conditioned upon
implementing certain macroeconomic policy changes aimed at overcoming balance of payments

difficulties.

SLipton and Sachs, p. 118; and Sachs, p. 54.
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Another important form of early assistance to Poland was temporary cash
flow relief from external indebtedness. To increase the chances of
successful stabilization, some believed it was important that debt service
payments be minimized in the early stages of transition.’ Poland’s external
debt in convertible currencies at the end of 1990 was about $44 billion. An
estimated $33 billion was owed to official bilateral creditors, referred to as
the Paris Club,!? and $10.7 billion, including $1.2 billion of short-term
revolving credit, was owed to Western commercial banks, known as the
London Club. Poland’s gross debt service!! in 1990 was about $9 billion, or
about 80 percent of its convertible currency merchandise export
earnings.!?

In March 1991, under U.S. leadership, the members of the Paris Club
agreed to forgive 50 percent of Poland’s official debt. In the first stage,
which was contingent on Poland’s signing an agreement with the IMF to
restructure its economy, the official debt was reduced by 30 percent. In
the second stage, which was contingent upon Poland’s fulfillment of the
terms of the IMF agreement, an additional 20-percent reduction was
authorized in April 1994. As part of the initial 30-percent reduction, annual
interest payments during the first 3 years were reduced by 80 percent.
Principal payments were also limited to less than $600 million annually.
For its part in the agreement, the United States agreed to forgive

70 percent of its bilateral debt with Poland, 50 percent in the first stage,
and 20 percent in the second, which reduced Polish debt to the

U.S. government from $3.4 billion to about $1 billion.'3

Under the Paris Club agreement, Poland also committed to seeking from
the London Club of commercial banks'* a debt reorganization on terms

“Ibid,

0The Paris Club is the mechanism the United States and other official creditors use to reschedule debt
from foreign countries that are unable to meet their external debt obligations. Paris Club meetings are
organized by the French Finance Ministry. Traditional participants of the Paris Club are the industrial
country members of the OECD. Membership varies and depends on which countries were official
lenders to a specific debtor country. The Department of State represents the U.S. government in Paris
Club negotiations.

UGross debt service includes interest and principal payments on short-, medium-, and long-term debt.

2Ppland and Hungary: Economic Transition and U.S. Assistance (GAO/NSIAD-92-102, May 1, 1992),
p. 24.

1BGAO/NSIAD-92-102, p. 24.

lpoland reached an agreement with the London Club banks in October 1994, resulting in an overall
rate of debt reduction of slightly more than 49 percent—terms comparable to the Paris Club
agreement. See Tomasz Telma, “Outlook for Poland,”Review and Outlook for Eastern Europe,
PlanEcon (Dec. 1994), p. 125.

Page 23 GAO/NSIAD-95-150 Poland



Chapter 2
Early Stabilization Efforts Successful

Poland’s Economy Is
Experiencing Healthy
Growth

comparable to the Paris Club, allowing Poland to cease servicing this debt
in the interim.'®

After suffering substantial declines in gross domestic product (GDP) during
the first 2 years of transition, Poland now leads post-communist Europe in
economic growth. According to PlanEcon, while Poland has made
considerable progress in reducing inflation from the high levels that
existed when reforms began in 1989, the country’s projected rate of
inflation for 1994 remained relatively high at 31 percent. Poland’s
unemployment rate was projected to gradually decline in 1994 to a level of
15.9 percent by the end of the year. However, the country’s official Gbp
grew by an estimated 5 percent in 1994 and is projected to grow by
another 6 percent in 1995. Figure 2.1 shows official and what has been
termed “corrected” Polish GpP levels for 1989-95.16 Although Poland’s
official figures indicate that the country’s GDP has not completely
recovered from the substantial output declines experienced in the first

2 years of transition, PlanEcon’s “corrected Gpp” figures show that the
country’s GDP has recovered from these declines and surpassed its
pretransition levels. The IMF’s senior resident representative in Poland said
that Poland’s early macroeconomic stabilization measures coupled with
consistent macroeconomic policy over several years were critical factors
in the country’s economic recovery.

5GAO/NSIAD-92-102, p. 24; and Lipton and Sachs, p. 118.

6planEcon has constructed “corrected GDP” figures by including estimates of GDP generated in the
unofficial (grey) economy and accounting for quality improvements in goods and services.
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Figure 2.1: Official and Corrected
Gross Domestic Product Figures for
Poland, 1989-95
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Note: The 1995 figures are PlanEcon forecasts.

Source: Calculated from PlanEcon Report: Polish Economic Monitor, Vol. X, Nos. 35-36, Nov. 4,
1994, and Vol. XI, Nos. 11-12, May 19, 1995.
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Trade With West Is
Increasingly
Important for Poland

Trade is widely viewed as a crucial factor in Poland’s economic
restructuring. Increased trade with the West, and the EU in particular, is
key to Poland’s integration into the world economy, especially since the
collapse of trade among Poland’s former Council for Mutual Economic
Assistance (CMEA) trading partners. Although Polish exports increased in
1994, Poland continues to run a large trade deficit with the Eu. Despite the
importance of Poland’s trade with the Eu, West European trade barriers
continue to hinder Polish exports of certain products to that market,
thereby hampering restructuring efforts. Donors have rendered limited
assistance to help facilitate Polish exports, and some assistance that has
been provided was of questionable usefulness.

Foreign investment is considered essential to Poland’s economic
restructuring efforts. Although Poland has made progress removing some
impediments to foreign direct investment, many obstacles remain that can
be corrected by only the Polish government. Nevertheless, a number of
U.S. and foreign companies have recently made significant investments in
Poland. Some early U.S. assistance geared toward improving the
investment climate lacked focus because of pressure to spend the money
quickly, and U.S. programs to support Polish investment promotion have
had limited impact.

In 1990, as part of its transition efforts, Poland liberalized foreign trade
regimes. This included eliminating many import restrictions,
demonopolizing foreign trade, allowing free access to foreign currency,
and establishing convertibility of the zloty.

Growth in exports to the West is widely recognized as important to
Poland’s continued economic recovery and integration into the world
economy.! In addition to increased imports resulting from opening up its
own markets to Western products, Poland achieved dramatic increases in
exports to the West, beginning in 1990. As Poland entered the initial stages
of reform, exports to the industrialized market economies were essential
to preventing even larger declines in output than had already occurred as a
result of the collapse of trade with former CMEA countries and the drop in
Poland’s internal demand. According to OECD, access to the more stable
OECD area markets is vital for Poland’s continued economic growth and

'Paul Mylonas, “Integration into the World Economy,” Poland: The Path to a Market Economy,
Occasional Paper 113; IMF, Oct. 1994, p. 69; Economic Transition in Eastern Europe and the Former
Soviet Union, Transition Report; EBRD, Oct. 1994, p. 116; and Poland and Hungary: Economic
Transition and U.S. Assistance (GAO/NSIAD-92-102, May 1, 1992), p. 20.
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political stability.? The ECE has reported that increased access to Western
markets can also act as a powerful stimulant to foreign investment seeking
an eastern base for exporting.?

Of the OECD area markets, the large and geographically close EU market
represents Poland’s most important trade partner. For example, in 1994,
about 53 percent of Poland’s exports and 54 percent of its imports
consisted of trade with the Eu. Though the United States represents a
potential market for Polish products, it accounts for only 2 to 4 percent of
Poland’s trade. Tables 3.1 and 3.2 describe aggregate trade for selected
countries and regions between 1988 and 1994.

As indicated in tables 3.1 and 3.2, Poland’s trade with former CMEA partners
has declined in importance. Although a Central European Free Trade Area
(CEFTA) agreement was negotiated among Poland, the Czech Republic,
Slovak Republic, and Hungary and went into effect in March 1993, the ECE
reported that the significance of the agreement has been downplayed
within the CEFTA countries and that few steps have been taken to promote
these trade links.* oECD officials echoed that sentiment, explaining that
while eastern markets could be very important to Poland in the future,
Polish companies engaging in restructuring currently do not have enough
“margin for error” to emphasize dealings in countries with small markets
and little ability to pay for products.

*Barriers to Trade with the Economies in Transition, Center for Cooperation with the Economies in
Transition, OECD, 1994, p.9.

3Economic Survey of Europe in 1993-1994 (New York and Geneva: Secretariat of the Economic
Commission for Europe, United Nations, 1994), p. 149.

“Economic Survey of Europe in 1993-1994, p. 149.
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Table 3.1: Share of Polish Exports to Selected Countries and Regions (1988-94)

Dollars in millions

1988 1989 1990 1991 1992 1993 1994

Total value of exports

$13,544 $13,528 $13,624 $14,913 $13,186 $15,415 $17,450

Country or region

EU 30% 32% 47% 56% 58% 53% 53%
United States 3 3 3 2 2 3 3
CMEA countries? 42 31 22 17 15 19 19
of which
CEFTAP 8 7 5 5 5 3 3
USSR/Former Soviet Union 25 21 15 11 9 16 15
Other 25 34 28 25 25 25 25
Total 100% 100% 100% 100% 100% 100% 100%

aCMEA members are countries that were members in 1990. The CMEA ceased to exist on
January 1, 1991; however, we continue to use this designation for the years following to account
for trade involving countries representing the same geographical area. In 1993, this grouping
included Bulgaria, the Czech Republic, Hungary, Poland, Romania, the Slovak Republic, Cuba,
Vietnam, and countries of the former Soviet Union, including the Baltic states of Estonia, Latvia,
and Lithuania. Trade with East Germany is reported with CMEA countries in 1988. Beginning with
1989, Poland does not report separate trade with East Germany but includes this as trade with
Germany. In 1988, trade with East Germany represented 4 percent of Poland’s total exports and
5 percent of its total imports.

bBeginning in 1993, the two separate countries of the Czech Republic and the Slovak Republic
replaced Czechoslovakia. CEFTA did not go into effect until 1993; however, we use this
designation for the years prior to account for trade involving countries representing the same
geographical area.

Source: Compiled from Polish-reported trade figures, International Monetary Fund Direction of
Trade computer database.
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Table 3.2: Share of Polish Imports From Selected Countries and Regions (1988-94)

Dollars in millions

1988 1989 1990 1991 1992 1993 1994
Total value of imports $13,834 $11,357 $8,974 $17,084 $15,204 $23,169 $24,099
Country or region
EU 27% 34% 43% 50% 51% 53% 54%
United States 2 1 2 2 3 4 3
CMEA countries 44 28 25 19 16 17 17
of which
CEFTA 8 7 4 4 4 2 3
USSR/Former Soviet Union 27 18 20 14 11 15 14
Other 27 37 30 29 30 25 26
Total 100% 100% 100% 100% 100% 100%* 100%
@Figures do not add due to rounding.
Source: Compiled from Polish-reported trade figures, International Monetary Fund Direction of
Trade computer database.
Trade Deficit With the EU Although Polish exports increased in 1994 to over $17 billion, Poland

continues to run a large trade deficit with the West, primarily the EU.
Poland’s 1993 trade deficit of $7.8 billion was the largest in its history, and
$4.2 billion of this amount was with the EU (see fig. 3.1). However, in 1994,
as a result of slower growth in imports versus that of exports, Poland’s
trade deficit narrowed to $6.6 billion, a 14-percent decline compared to
1993. Poland’s 1994 trade deficit with the EU was $3.8 billion, a 10-percent
decline compared to 1993.
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Figure 3.1: Poland’s Balance of Trade
(1988-94) 6  Dollars in billions
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Source: Compiled from International Monetary Fund Direction of Trade computer database.

Trade Barriers Persist A preferential trade agreement between Poland and the EU is part of the
EU-Poland Association Agreement, which became fully effective on
February 1, 1994. The trade segments of the accord went into force on
March 1, 1992, in the form of an interim agreement, but under the
agreement barriers to trade in certain sensitive areas such as textiles are
to be removed only over a number of years. Major improvement in
Poland’s access to agricultural markets in the EU is not expected soon.”
Further, Polish officials maintain that the EU continues to limit access to

SEconomic Survey of Europe in 1993-1994, pp. 149-157.
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its markets through contingent protective measures such as anti-dumping
duties, countervailing duties, and safeguard actions.®

The Association Agreement is considered a precursor to Poland’s eventual
membership in the EU, and a key feature is the gradual elimination of
tariffs over a 10-year period, leading to a free trade area between the EU
and Poland. The agreement is considered to be asymmetric in that the EU
is required to grant immediate duty free access on many goods, while
Poland has a longer period of time to grant full reciprocity.”

The Association Agreement also provides for immediate elimination of
quantitative restrictions on many industrial products, with the exception
of textiles, coal and steel, which are accorded special treatment as
“sensitive products.” Tariff reductions and phase-out of quantitative
restrictions for these sensitive products will take place more gradually.?
Customs duties levied on exports are also slated for eventual elimination.
While the agreement provides for limited trade preference for selected
agricultural products over 5 years, in many cases, tariffs and tariff rate
quotas will remain in place at the end of the phase-in period, with the
agreement merely calling for the parties to consult on the possibility of
granting further concessions.’

According to a report published by the MF, the EU decided in 1993 to
further improve market access for Poland and other CEFTA countries in
response to criticism that, under the Association Agreement, the EU was
delaying access to those markets in which CEFTA countries have the

SDumping is the sale of a commodity in a foreign market at a lower price than its fair market value in
the domestic market. Dumping is generally recognized as unfair because the practice can disrupt
markets and injure producers of competitive products in an importing country. Article VI of General
Agreement on Tariffs and Trade permits imposition of 